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IRS Confirms That Employee Contributions to

Retiree Health Saving Arrangement Are Taxable
Private Letter Ruling 200704005

The Internal Revenue Service (IRS) recently issued Private Letter Ruling
200704005 (PLR) confirming that employee contributions to a governmental
retiree healthcare savings arrangement are taxable to the employee at the time
they are made. The PLR specifically provides that such employee contributions
are taxable even if they are made in accordance with an irrevocable salary
reduction election. Based upon a literal interpretation of the PLR, participant
contributions may need to be reported as taxable in prior years when contributed.

Although the PLR applies only to the governmental employer who requested the
ruling, the reference to several Internal Revenue Code sections and revenue
rulings makes it quite clear that this PLR represents the position of the IRS on
the “irrevocable elective contribution” issue. We are also aware of another
governmental plan sponsor who recently requested a similar ruling. When the
IRS advised them that a favorable ruling would not be issued as long the plan
allowed irrevocable employee contributions, the plan sponsor chose to voluntarily
withdraw their request rather than receive an adverse ruling.

Great-West has consistently advised employers that, pursuant to applicable IRS
guidance, retiree healthcare savings arrangements must be funded exclusively
with employer contributions. PLR 200704005 confirms our position that
employee elective contributions, even on an irrevocable basis, may not be used
to fund such plans on a pre-tax basis. This rule applies to a healthcare
arrangement structured as an integral part trust (IPT) or as a 401(h) feature
within a qualified 401(a) pension plan.
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This PLR places existing governmental retiree healthcare plans with an
irrevocable elective contribution feature in limbo. Plan sponsors should contact
their plan provider and seek the advice of counsel to determine how this new IRS

guidance affects their plan and the taxation of participant contributions.

A copy of PLR 200704005 is attached. For more information, please contact your
local Great-West Retirement Services associate:
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